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ness Enterprise,” to disclose seg­
mental information for significant 
industry segments. Given current con­
ditions, does it still seem logical to 
consolidate fourteen or nineteen sub­
sidiaries but not to consolidate a fif­
teenth or twentieth subsidiary which 
happens to be a finance or insurance 
company? In reality, ARB No. 51 is so 
flexible that different companies can 
use the same accounting principle to 
justify both consolidation and noncon­
solidation of captive bank, insurance, 
and finance subsidiaries. The exact 
wording of ARB No. 51 follows:
A Survey of Opinion
By Deborah W. Tanju and Murat N. Tanju
In January, 1982, the FASB added 
to its agenda a project on consolida­
tions and the equity method. In its 
Status Reports, the FASB has em­
phasized that the project will involve 
two stages: (1) a conceptual stage 
which will entail development of the ac­
counting or reporting entity concept 
and (2) an application stage which will 
involve application of the concept to 
practice problems. Two of the pro­
blems the FASB must consider relate 
to foreign subsidiaries and finance 
subsidiaries. Specifically, the FASB 
must address the following questions:
(1) Under what circumstances, if any, 
should foreign subsidiaries be con­
solidated?
(2) Under what circumstances, if any, 
should finance subsidiaries be 
consolidated?
Existing authoritative literature 
related to the consolidation of foreign 
and finance subsidiaries consists of 
Accounting Research Bulletin No. 43, 
Chapter 12, paragraphs 8 and 9, 
‘‘Consolidation of Foreign Subsid­
iaries,” and Accounting Research 
Bulletin No. 51, ‘‘Consolidated Finan­
cial Statements.” These pro­
nouncements allow a great deal of 
flexibility and are considered to be ob­
solete in the current business environ­
ment. ARB No. 43 actually 
provides no guidance in determining 
whether or not to consolidate foreign 
subsidiaries. The bulletin merely states 
that the decision should be carefully 
considered and that, in either case, 
foreign operations should be ade­
quately disclosed.
Since the Committee on Accounting 
Procedure issued ARB No. 51 in 1959, 
the complexity of business operations 
and transactions has increased 
dramatically. Twenty-five years ago, 
most companies were engaged in on­
ly one or two lines of business and 
were not required to disclose segmen­
tal information. Logic dictated that 
these companies present separate 
financial statements for a subsidiary in 
a line of business such as finance or 
insurance that was totally unrelated to 
the parent company’s major business 
activities. However, today, many com­
panies are engaged in five, ten, fifteen, 
twenty, or more different lines of 
business. These conglomerate or 
diversified companies are required by 
FASB Statement No. 14, ‘‘Financial 
Reporting for Segments of a Busi-
For example, separate statements 
may be required for a subsidiary 
which is a bank or an insurance com­
pany and may be preferable for a 
finance company where the parent 
and the other subsidiaries are en­
gaged in manufacturing operations.
Note that the sentence includes two 
hedges — ‘‘may be required” and 
“may be preferable.” Indecision by the 
Committee on Accounting Procedure 
has permitted different companies to 
use different accounting methods for 
situations that involve similar cir­
cumstances. Since 1959, the number 
and size of unconsolidated finance 
subsidiaries has increased substantial­
ly. Nonconsolidation provides off-bal­
ance-sheet-financing which improves 
a parent’s balance sheet relationships 
by excluding large amounts of debt 
related to the receivables serviced by 
the finance subsidiaries.
A Survey of Opinions
One of the precepts followed by the 
FASB in the development of accoun­
ting concepts and standards is to 
determine and carefully weigh the view 
of its various constituents. Therefore, 
the opinions of preparers of con­
solidated financial statements who 
have experience with foreign and 
finance subsidiaries should be of value 
to the FASB in resolving consolidation 
issues.
To determine the opinions of finan­
cial statement preparers on the issue 
of consolidation of foreign and finance 
subsidiaries, we sent a questionnaire 
to the controller or financial vice- 
president of five-hundred large cor­
porations. Of ninety-six questionnaires 
returned, ten were not completed. In 
addition, two questionnaires did not 
contain answers to the questions 
related to foreign and finance sub­
sidiaries. Thus, only 84 responses
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were usable. The respondents had an 
average of twenty years experience in 
accounting although the range of ex­
perience varied from four years to fifty 
years. Likewide, the average total 
asset size of the companies surveyed 
was four billion dollars but the range 
varied from 2.4 million to 62.3 billion, 
with 75 percent of the companies hav­
ing more than one billion dollars in total 
assets.
Foreign subsidiaries. As shown in 
Table 1, 62 percent of the respondents 
favored consolidation of foreign sub­
sidiaries, and an additional 33 percent 
believed that foreign subsidiaries 
should be consolidated if certain cir­
cumstances exist. The comments 
made by both groups of respondents 
lead us to the conclusion that roughly 
95 percent of our respondents actual­
ly favor consolidation if the foreign sub­
sidiaries are reasonably free of govern­
mental restrictions and controls on the 
use and transfer of funds. As long as 
a foreign subsidiary is able to conduct 
commerce freely and remit dividends 
without restriction that subsidiary 
should be consolidated. Otherwise, the 
investment in the foreign subsidiary 
should be accounted for using the cost 
method.
Besides the issue of governmental 
restrictions on the repatriation of earn­
ings, the only other reservation ex­
pressed by the respondents was that 
the criterion of logically integrated 
subsidiary is to be consolidated. Of 
course, this issue relates to the overall 
question of consolidation and is an in­
dependent consideration since logical 
integration of operations can apply to 
both domestic and foreign sub­
sidiaries. With the diversification that 
has occurred since 1959 and the fact 
that segment reporting is now required 
for companies in different lines of 
business, a question arises as to 
whether logical integration of opera­
tions is still a valid consideration.
The four respondents (5 percent) 
who stated that foreign subsidiaries 
should not be consolidated under any 
circumstances believe that exchange 
rate fluctuations distort operating 
results and that consolidation tends to 
hide more than it reveals. The follow­
ing statement made by one of the 
respondents summarizes the view of 
those who oppose consolidation of 
foreign subsidiaries:
In view of the uncertain values and 
availability of the assets and net in­
come of foreign subsidiaries subject 
to controls and exchange restrictions 
and the consequent unrealistic 
statements of income that may result 
from the translation of many foreign 
currencies into dollars, it does not 
seem proper to consolidate the 
statements of foreign subsidiaries 
with the statements of U.S. 
companies.
In a floating exchange system, ex­
change rate fluctuations are a fact of 
life with which accountants must learn 
to live. Translating foreign currencies 
into dollars makes as much sense as 
adding dollars of different purchasing 
power.
In spite of the minority’s concern 
about distortions caused by exchange 
rate fluctuations, our survey indicates 
that an overwhelming majority of finan­
cial statement preparers at large cor­
porations support the consolidation of 
foreign subsidiaries as long as the sub­
sidiary is operating in a stable political 
environment without government in­
terference or control and is able to 
remit funds freely to the parent. 
However, our survey did not attempt 
to solicit views on the definition of 
political stability or governmental con­
trol of the flow of funds. The restric­
tions imposed by governments on the 
flow of funds vary widely from country 
to country. Nevertheless, should this 
TABLE 1
Summary of Responses to Opinion Survey
Question:
Do you believe that foreign subsidiaries should be consolidated?
Number of Responses (Percentages):
Yes 52 62
No 4 5
Depends on the circumstances 28 33
Question:
Do you believe that finance subsidiaries should be consolidated?
Number of Responses (Percentages):
Yes 35 42
No 25 30
Depends on the circumstances 24 28
be the only impediment to consolida­
tion of foreign subsidiaries, the FASB 
should be able to establish some ar­
bitrary but practical guidelines.
Finance subsidiaries. Based on the 
evidence gathered in our survey, the 
question of consolidation of finance 
subsidiaries is much more controver­
sial than that of foreign subsidiaries. 
As shown in Table 1, 42 percent of the 
respondents favored consolidation 
while 30 percent were against con­
solidation. The remaining 28 percent 
said that finance subsidiaries should 
be consolidated under certain cir­
cumstances. Therefore, a total of 70 
percent of our respondents believe 
that at least some finance subsidiaries 
should be consolidated.
Proponents of consolidation argue 
that there is no justification for not con­
solidating captive finance subsidiaries. 
In some cases, finance subsidiaries 
start as small operations that are not 
considered an integral part of the 
business, but eventually they become 
more important than some of the 
original business segments. Noncon­
solidation of material finance 
subsidiaries provides a mass of off- 
balance-sheet-financing which effec­
tively distorts the parent’s financial 
statements. Although the parent may 
actually control the receivables of the 
finance subsidiary through control of 
the subsidiary itself and although the 
parent may guarantee the debt of the
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subsidiary, both the assets and the 
liabilities are omitted from the parent’s 
balance sheet, thereby obscuring the 
actual economic resources and obliga­
tions of the parent and misleading the 
users of the parent’s financial state­
ments.
The respondents who supported 
consolidation under certain circum­
stances generally argued that con­
solidation is appropriate for captive 
finance subsidiaries. However, many 
of them believe that logical integration 
of business activities is a precondition 
for meaningful consolidation.
Opponents of consolidation of 
finance subsidiaries appear to be 
satisfied with the status quo, ARB No. 
51. They consistently use the logical 
integration argument to support their 
opinion that consolidation would distort 
the parent’s balance sheet to such an 
extent that it would become mean­
ingless. Therefore, they prefer the 
presentation of condensed financial in­
formation or separate financial 
statements for finance subsidiaries, 
which is essentially current practice. 
However, a question arises concern­
ing the usefulness of such disag­
gregated information. That is, does the 
user understand the information well 
enough to consolidate it for himself 
and reach logical or meaningful con­
clusions? Why not consolidate the 
finance subsidiary and also present 
condensed financial information simi­
lar to that which is required for other 
segments per FASB Statement No. 14? 
Then the user would have both ag­
gregated as well as disaggregated in­
formation to help him in his decision 
making process.
To summarize these different view­
points, the consensus of opinion is that 
a strong case can be made for con­
solidation if a subsidiary is used to 
finance only the receivables and pro­
ducts of the parent and its affiliated 
companies. Otherwise, consolidation 
is not considered meaningful because 
of the subsidiary’s different line of 
business, and, therefore, lack of logical 
integration between the subsidiary’s 
operations and those of the parent.
Conclusions and 
Recommendations
Because of the tremendous en­
vironmental and financial reporting 
changes that have occurred since 
1959, the issue of consolidation of 
foreign and finance subsidiaries needs 
to be reexamined in the context of the 
FASB’s conceptual framework — par­
ticularly, Statements of Financial Ac­
counting Concepts Nos. 1, 2, and 3 on 
“objectives,” “qualitative character­
istics,” and “elements,” respectively, 
all of which are intended ultimately to 
help accountants provide information 
useful for decision-making. In view of 
the theoretical literature available and 
the results of our survey, we believe 
that the FASB should provide explicit 
criteria for determining when foreign 
and finance subsidiaries should be 
consolidated.
Although the criterion of effective 
operating control is difficult to 
challenge, we do question whether the 
criterion of logical integration of opera­
tions is still relevant. Opponents of 
consolidation argue that the activities 
of finance companies are totally 
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unrelated to the activities of the parent 
and its affiliated companies. In the 
case of captive finance companies and 
other finance companies that do a ma­
jority of their business with the parent 
and affiliated companies, we consider 
the finance subsidiary to be an integral 
part of the parent’s business opera­
tions just as leasing subsidiaries of 
manufacturing companies are con­
sidered integral parts of their parents’ 
operations. Once effective operating 
control exists without significant 
restrictions, the finance subsidiary 
should be consolidated to provide in­
formation useful for assessing the 
overall financial position and results of 
operations (economic resources, 
obligations, and changes in them) of 
the parent and all of its affiliated com­
panies as one economic financial 
reporting entity. Nonconsolidation of 
finance subsidiaries is simply a means 
of off-balance-sheet-financing which 
needs to be eliminated. If separate 
financial information of finance sub­
sidiaries is also considered useful to 
financial statement users, such infor­
mation can be disclosed as segment 
information under FASB Statement No. 
14, or companies can continue to pre­
sent summarized financial information 
or separate financial statements along 
with the consolidated statements.
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The alternative to consolidation or 
nonconsolidation is to consolidate 
some finance subsidiaries, but not all 
finance subsidiaries. If companies are 
required to consolidate only captive 
finance subsidiaries or finance sub­
sidiaries that primarily do business 
with the parent and affiliated com­
panies, we fear that such subsidiaries 
would soon become extinct. This line 
of reasoning, of course, is based on a 
similar situation that occurred when 
companies were required to capitalize 
leases. Thus, to avoid the possibility of 
loopholes, to enhance comparability 
across companies, and to properly 
apply the entity concept, all finance 
subsidiaries should be consolidated.
For foreign subsidiaries, effective 
operating control continues to be the 
determining criterion for consolidation. 
Inability to repatriate earnings effec­
tively negates the existence of eco­
nomic resources controlled by the 
parent company which in turn prohibits 
recognition of the foreign subsidiaries’ 
net assets in the consolidated financial 
statements. Only when the parent 
company has effective operating con­
trol over the foreign subsidiary, which 
includes the ability to freely transfer 
funds from the subsidiary to the 
parent, should the foreign subsidiary 
be consolidated. Ω
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